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The Oil & Gas Business in The Oil & Gas Business in 
ChinaChina

ØAl l  minerals  are  owned by the State  
subject  to  development  by  var ious  
State-owned ent i t ies ,  such as  
S inopec,  Pet roCh ina  and  CNOOC

Ø Foreign investors  enter  into 
Petro leum Contracts  with  these 
State-owned ent i t ies

ØAl l  hydrocarbons a l located to  
fore ign producers  by  Petro leum 
Contracts  must  be  so ld  to  a  Chinese 
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The Oil & Gas Business in The Oil & Gas Business in 
ChinaChina

Ø To date a lmost  a l l  crude oi l  and 
natural  gas product ion a l located to  
a  fore ign producer  has  been 
exported

Ø The State,  recogniz ing the 
superior i ty  of  natural  gas as a fuel  
source,  has  implemented a  pol icy  
favor ing natura l  gas  development  
s ince 1998

Ø China has not  yet  developed i ts  fu l l  
strategy for  assimi lat ing natural  
gas  product ion f rom fore ign 
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Differences Between Crude Differences Between Crude 
Oil...Oil...

ØCrude oil  is able to be priced 
according to international 
market prices

ØIf  a foreign producer cannot 
agree to terms with a Chinese 
purchaser,  export is  an option

ØAlmost al l  Petroleum Contracts 
contain provisions to facil itate 
export of crude oil
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…and Natural Gas…and Natural Gas

ØNatural  gas  cannot  eas i ly  be stored

ØNatural  gas  must  be so ld  to  a  
Chinese purchaser ,  such as  
PetroChina, S inopec,  o r  CNOOC

Ø Price of  natural  gas is  control led by 
the State and is  historical ly low 
compared  to  other  hydrocarbon 
products

ØDue to lack of  market  f lexibi l i ty ,  
fore ign producers  have a  hard t ime 
penetrat ing local  markets
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Anatomy of  a Typical Gas Anatomy of  a Typical Gas 
Sales ContractSales Contract

ØDedication of Supply

ØDeliverabil ity

ØDaily Contract Quantity

ØAnnual  Contract Quantity

ØTake or Pay

ØMake- Up Rights
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Anatomy of  a Typical Gas Anatomy of  a Typical Gas 
Sales ContractSales Contract

ØPrice

ØTaxes

ØPayment  Terms

ØDelivery Sales Points

ØQual i ty  Measurements

ØQuanti ty  Measurements
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Anatomy of  a Typical Gas Anatomy of  a Typical Gas 
Sales ContractSales Contract

ØApplicable Laws

ØDispute Resolution

ØSovereign Immunity

ØEconomic Stabi l ization
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Dedication of SupplyDedication of Supply

Ø Sel ler  agrees to sel l  a  certain 

port ion of  i ts  product ion and Buyer  

agrees  to  buy  same amount

Ø Sel ler  wants certainty that  the gas 

i t  produces wi l l  be  purchased by 

Buyer  for  the  contract  term

Ø If  a Sel ler is  not satisf ied with the 

sa les  terms,  then i t  may be 

unwi l l ing to  make the capita l  

investment
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DeliverabilityDeliverability

ØDeliverabil ity is the total volume 
of gas the wells can produce on a 
regular basis

ØEstablished by well  testing under 
supervision

ØWill  f luctuate over the l ife of the 
gas well

ØUsed to determine the minimum 
required takes each day
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Daily Contract QuantityDaily Contract Quantity

ØMinimum volume that  Buyer  
must purchase each day to 
fulfi l l  contract

ØExpressed as a percentage of  
the deliverabil ity

– For instance, a 90% DCQ means that 90% 
of the Deliverability should be purchased 
each day

ØThe DCQ percentage is  
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Annual Contract QuantityAnnual Contract Quantity

ØACQ is  the  ar i thmet ic  sum of  the  
DCQs for  the  whole  year

ØYearly  reconci l iat ion is  preferable 
because i t  a l lows for  seasonal  
f luctuat ion of  takes

– For instance, with a 90% DCQ, if a Buyer purchases 
only 80% of Deliverability for a week, then it can 
purchase 100% for a week and still be in compliance 
on an annual basis

Ø Fulf i l lment of  ACQ determines i f  a  
Take  or  Pay  payment  i s  owed
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Take or PayTake or Pay

Ø Take or  Pay is  determined at  the  
end of  each ca lendar  year

Ø It  is  a  volumetric  reconci l iat ion to 
determine i f  Buyer  has  taken and 
purchased at  least  the  ACQ

Ø I f  Buyer  has  not  purchased the  ACQ,  
Buyer  is  obl igated to  make a  cash 
payment  to  Sel ler  equiva lent  to  the 
d i f ference in  va lue  between what  
w a s purchased  and  what  should  
have  been purchased
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MakeMake--up Rightsup Rights

Ø I f  a  Take or  Pay payment  is  made,  
then Buyer  is  ent i t led to  make-up 
Rights

ØBuyer is  ent i t led to take addit ional  
gas  vo lumes  over  and  above  the  
D C Q

ØNo payment  is  necessary  as  gas  has  
a lready been paid  for

Ø There might  be certain l imitat ions 
on  when  and  how much  make-up 
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PricePrice

ØMany possible  d i f ferent  pr ice 
scenar ios

– In countries with mature markets and multiple 
buyers, natural gas is sold on contracts as short as a 
day to multi-year contracts

– In Europe, most natural gas is sold on long term 
contracts

– In less developed regions, most natural gas is sold on 
long term contracts to dedicated projects or LNG 
exports
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PricePrice

ØDifficult pricing issues in 
China:
– What is the market price and how is it 

determined?
– Is an economic price for project gas 

sustainable in the local market?
– If price for local gas is regulated, is project 

gas price required to be regulated?
– Can project gas compete with alternative 

fuels on price alone?
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TaxesTaxes

ØGeneral ly ,  the taxing structure in  
China is  predictable

ØBut,  fore ign producers  are  a l lowed 
a  VAT preference  of  5% on 
product ion,  instead of  the usual  
1 3 %

Ø This  creates  a  problem because the  
Chinese end users  are  used to  
paying a  regulated pr ice  inc lus ive 
o f  13% VAT

Ø This  creates  an imbalance in  
payments  which  must  be  so lved
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Payment TermsPayment Terms

Ø Sel lers  require  that  payment  be 
made in  US Dol lars
– Foreign exchange issues
– Regulatory limitations
– Repatriation risks and limitations

Ø Sel lers  require  that  payment  be 
made  prompt ly

Ø Sel lers  require  some form of  
securi ty
– May require Buyer to post letters of credit, etc.
– Penalty for late payment; interest
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Delivery Sales PointsDelivery Sales Points

ØLack of  comprehensive 
infrastructure wil l  delay 
development

ØLimited points of delivery puts 
strain on Buyer

ØConstruction costs must be 
al located
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Quality MeasurementsQuality Measurements

ØMost Chinese gas is sold by 
vo lume

ØMost international gas is sold 
by heat content
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Quantity MeasurementsQuantity Measurements

ØVery complex and technical  
provisions

ØConforming of  Chinese 
standards and international  
standards
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Applicable LawsApplicable Laws

Ø Comprehens ive  and  dependab le  
legal  regime is  cr i t ical  e lement to 
attract  foreign investors

Ø Foreign investors  f requent ly  have a  
di f f icult  t ime deciding where to go 
when prob lems ar ise

Ø Chinese  hydrocarbons  law needs  
updat ing

Ø Foreign investors  are looking for  
predictable  enforcement  of  
contractual  terms
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Dispute ResolutionDispute Resolution

ØChinese have a system for local  
ad hoc arbitration but court 
access is l imited

ØAll   Petroleum Contracts 
provide for international 
arbitration

ØChina has a history of solving 
problems before resorting to 
l itigation or arbitration
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Sovereign ImmunitySovereign Immunity

ØBecause State-owned entities act as 
owner, producer, buyer and caretaker of 
Chinese natural resources, there is a high 
likelihood of conflict of interest

ØForeign investors must be satisfied that 
when the State-owned entities act as a 
contractual party, they are treated as an 
equal party, not as the State

ØGas sa les  contracts  must  recognize  
this  exclusion of  sovereign 
immuni ty
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Economic StabilizationEconomic Stabilization

ØThese clauses protect the 
foreign investment from 
material  changes in economic 
terms due to government 
action

ØOnly protects from the result;  
cannot l imit  government from 
action

ØAssists collaboration of 
PetroChina and foreign 
investor to an equitable 
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ConclusionsConclusions

Ø China ’s  demand for  domest ic  
natural  gas wi l l  increase 
dramat ica l ly  in  the  near  term

Ø The deve lopment  o f  reserves  must  
keep pace with  the construct ion of  
transportat ion faci l i t ies

ØAs fore ign investment  is  attracted 
to China,  the need for  certainty of  
contract  terms is  cr i t ical

Ø China wi l l  adapt  i ts  domest ic  laws 
and pol ic ies  to meet i ts  long-term 
energy  goa ls


